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April 23, 2019 

 

 

Dear Clients & Friends of Grisanti Capital Management:  

 

   To everything there is a season…. 

   There is a time to plant and a time to harvest.  

 

       --Ecclesiastes 3:1-2 

 

What a difference a quarter makes.  Your Grisanti High Income Equity Portfolio rose 

8.8% in the first quarter and is up 11.9% year-to-date (through the date of this letter).
 1

  Your 

portfolio was propelled both by a strong market, and by recent new investments, when the 

market provided opportunities to buy good businesses at bargain prices. The HIEP not only 

protects capital in market downturns (such as the fourth quarter of 2018, when the HIEP was 

down a third less than the market) but is also designed for capital appreciation. Since inception in 

2010, the HIEP has an average annual return of 7.6% while providing a yield of 3.8%, more than 

twice the yield of the S&P 500.  

 

Having made successful investments and experiencing strong appreciation in existing 

securities in the fourth quarter, is it time to harvest the winners?  We think not.  While the market 

was up significantly in the first quarter, the advance only erased the losses from the ugly decline 

at the end of last year.  It always sounds wiser to be skeptical and pessimistic, especially after a 

strong market run.  We find, however, it is more lucrative to keep an open mind, weigh the 

evidence and proceed accordingly.  Our reading of the current economic environment leads 

us to remain positive about both the U.S. economy and the domestic equity market for the 

remainder of this year.  We appreciate that we’ve enjoyed a recession-free economy for a 

record eleven years now.  But economic cycles don’t die of old age.  They peak because they 

become too hot, causing inflation to rise, which brings interest rates along with it.  Higher rates 

cause overall borrowing to slow and also trigger more loan defaults, tipping the economy into 

recession.  But we see only the smallest indications of inflation.  Wages are rising at about 3%, 

higher than usual, but that’s in line with productivity, which means that unit labor costs are flat.  

(It is not inflationary to pay workers 3% more if they can make 3% more stuff in the same 

amount of time.)  Commodity prices are flat-to-down year on year.  Oil is down 2%; Copper 

down 6%; Gold flat; Wheat down 17%; Soybeans down 10%.  After raising rates for most of 

                                                      
1 The performance is for the High Income Equity Portfolio, which is our model portfolio.  Your performance may differ due to 

factors such as fixed income investment or non-discretionary securities you hold in your account.  Your actual performance 

accompanies this letter. 
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2018, the Federal Reserve seems to have gotten the memo that inflation remains at bay, 

announcing that it is “on hold” until further notice.  The Fed’s newly accommodative stance 

certainly spurred the market’s gains in the first quarter. 

 

 We’ve been around long enough to know that economic conditions and investors’ 

sentiments can change quickly.  (In fact, you don’t even have to have been around very long – 

the market’s reversal from the disastrous fourth quarter to the buoyant first is a great example.)  

There are numerous risks out there, not least being the market has risen so quickly in a short 

amount of time.  Another potential weakness would be trade.  Media reports of a benign 

conclusion to the current US-China trade dispute have also helped the market, and any turn for 

the worse in those negotiations would be received poorly.  Handicapping the next move by the 

White House is a fool’s errand, but we do think it is in the best interest of both parties to find a 

solution.  That is especially true of China, which derives ten times more of its GDP (30%) from 

exports than the U.S. (3%), so if trade barriers impact us, they really hurt the Chinese. 

 

 Turning to the portfolio, we made two new investments in companies that were beaten 

down over the six months prior to our purchase due to the belief that the economy was slowing.  

Fortune Brands Home & Security and Delta Airlines had both declined sharply due to 

macroeconomic concerns.  We believe they are well-managed and under-valued.  An economy 

that does not enter recession would be a terrific environment for these inexpensive consumer-

focused companies.  A return to the highs of last year would produce an average return of 25%. 

Over time, we think they have the earnings power to appreciate even further. 

 

 Another reason for our strong performance in the quarter was our investments in fixed-

income-type investments.  We currently hold almost 35% of the portfolio in preferred stocks or 

non-common-equity securities.  These securities significantly reduce the portfolio’s volatility 

and provide stable income.  Our research leads us to buy securities issued by companies with a 

strong track record and healthy business fundamentals.  This side of the portfolio outperformed 

both the equity market and the broader fixed income market in the December downturn. In a 

strong market they did well also: in the quarter just ended, these portfolio investments were up 

almost 7%. 

 

One such investment is our holding in a J.P. Morgan Floating Rate security that we’ve 

held for over 3 years.  We patiently waited for market dislocations, when securities sell off for 

non-fundamental reasons.  In February of 2016, the market plunged on fears of an economic 

slowdown.  At the time, this issue was yielding over 8% and we thought it represented great 

value. Since then, the position has returned 25%, or 7.6% compounded over the 3 year period.  

This return is with considerably less volatility than the overall market.  We believe this is a good 

example of our investment process: buying common and fixed income securities issued by 

companies with strong fundamentals at attractive prices.   

 

There were a few exceptions to the portfolio’s strong quarterly performance.  One of 

them was Wells Fargo.  I remain stubborn in my conviction that the company’s problems are 

real and significant but also solvable.   And once solved, you have one of the most profitable 

banks in the world, that – along with JP Morgan – didn’t suffer a single quarterly loss in the 

2008-09 financial crisis.  Upon righting the ship, the stock should return to a reasonable 
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valuation, which is probably 30-40% higher than its current price.  Meanwhile, the stock pays a 

safe 3.7% dividend (50% higher than the 10-year bond).  Even with restraints imposed by the 

Federal Reserve, the company is estimated to grow earnings this year by 20% and next year by 

14%.  And it sells at less than nine times next year’s earnings estimate.   While the stock has not 

lived up to my expectations, neither has it declined from our original purchase price, and it has 

paid its handsome dividend while we wait.  And wait.  And wait.  In any event, the company 

should announce a new CEO sometime over the summer and the asset cap imposed by the 

Federal Reserve should be lifted in early 2020.  I believe both those events could serve as 

catalysts for our largest laggard investment. 

 

 There is indeed a time to plant and a time to harvest.  But we think the weather remains 

benign and the yield will be more bountiful if we wait for further growth in our investments.  

Having stretched this metaphor to the breaking point, we wish you a fruitful second quarter and 

look forward to reporting back to you in July.  

 

     Very truly yours, 

 

 

 

     Christopher C. Grisanti 

 

 

 

 

 

 

 


